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ARMEN, Special Trial Judge: This case was heard pursuant to

the provisions of section 7463 of the Internal Revenue Code in

effect at the time that the petition was filed.! The decision to

1 Unl ess otherw se indicated, all subsequent section
references are to the Internal Revenue Code in effect for 2001,
the taxable year in issue, and all Rule references are to the Tax
Court Rules of Practice and Procedure. All nonetary anmounts are
rounded to the nearest dollar.
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be entered is not reviewable by any other court, and this opinion
shoul d not be cited as authority.

Respondent determ ned a deficiency in petitioners’ Federal
income tax for the taxable year 2001 of $7,052 and an accuracy-
rel ated penalty under section 6662(a) of $1,410.

After concessions, the issues for decision are:?2 (1)

Whet her a distribution received by petitioner Julie J. Filer as

t he successor owner of her deceased nother-in-law s annuity
contract is includable in petitioners’ gross incone. W hold
that it is to the extent provided herein. (2) Wether
petitioners are |iable under section 6662(a) for an accuracy-

rel ated penalty for substantial understatenent of inconme tax. W
hol d that they are not.

Backgr ound

Sone of the facts have been stipul ated, and they are so
found. W incorporate by reference the parties’ stipulation of
facts, supplenental stipulation of facts, and acconpanyi ng
exhi bi ts.

At the tinme that the petition was filed, petitioners resided
in Orangevale, California. (References to petitioners

individually are to Mark or Julie.)

2 Petitioners concede: (1) They received unreported
interest income of $28, and (2) they are not entitled to an I RA
deduction. Respondent concedes that petitioners are not |iable
under sec. 72(t) for the additional tax on an early distribution
froma qualified retirement plan
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On Novenber 17, 2000, Mark’s nother, Phyllis D. Filer
(Phyllis), died. She was survived by her three children: Mark,
Paul Filer (Paul), and Heidi H gdon (Heidi) (hereinafter referred
to collectively as the children).

At the tinme of her death, Phyllis owned a flexible prem um
deferred annuity (annuity) with Anchor National Life Insurance
Co. (Anchor). Phyllis applied for the annuity on COctober 29,
1985. On the application form Phyllis named herself both as the
owner and primary beneficiary, she designated Julie both as the
annui tant and as the successor owner, and she designated Mark and
Paul as the contingent beneficiaries to share equally.® Phyllis
paid the initial annual prem um of $11, 704, and Anchor issued the
annuity to Phyllis on Novenber 5, 1985, with a retirenment date of
Novenber 5, 2036.*

The annuity contract provided that Phyllis could change the
successor owner or beneficiaries at any time by filing a witten
request. In addition, the annuity contract contained the

fol |l ow ng provisions:

3 The annuitant is the person on whose life the contract is
i ssued.

The successor owner is the “person naned by the owner to
receive all ownership rights upon the death of the owner.” The
contract further stated that the nam ng of a successor owner is
not an assignment, nor is the successor owner an assignee.

4 The retirenent date is the date on which annuity paynents
woul d begi n.
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(1) If Julieis alive on the retirenent date, Phyllis wll
begin receiving annuity paynents. |f Phyllis subsequently dies,
any remai ni ng paynents will be paid to the contingent
beneficiari es.

(2) If Phyllis predeceases Julie before the retirenent
date, Julie wll beconme the successor owner, and she nust
termnate the contract wwthin 1 year after Phyllis’ s death by
either: (1) Surrendering the contract as described in the
contract’s nonforfeiture provisions; or (2) electing an annuity
as described in the contract’s settlenent options provisions.
The nonforfeiture provisions provide that Julie could take free
annual wi thdrawals or surrender all or part of the contract. The
settl enment options provide that Julie could take parti al
surrenders of the cash value, fixed anount installnments, fixed
period installnents, life annuity with a period certain,
install ment refund annuity, or a joint and survivor annuity.

(3) If Julie predeceases Phyllis before the retirenent
date, Phyllis will receive the death benefit of the total cash
val ue of the contract |ess any unpaid | oans.

A few years after the annuity was issued, Phyllis told Julie
that she placed Julie’'s nane on the annuity as the annuitant and
successor owner because Mark was busy, Paul’s lifestyle was
different, and Heidi lived in Florida and that Phyllis knew t hat

“if anything ever happened to ne [Phyllis], that you [Julie]
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woul d be fair and you woul d make sure that everyone got their
fair share.” Phyllis was a big part of petitioners’ famly’s
lives, and Phyllis and Julie had a very close rel ationship.
Because of their close personal relationship, Julie understood
Phyllis intended the “retirenment plan or whatever you call it” to
benefit Phyllis's children. At that tinme, Julie told Mark about
Phyllis’s intent with respect to the annuity.

At the tinme of her death, Phyllis also had a last wll and
testanent, which she executed on Novenber 19, 1991. At that
time, Phyllis and Mark net with an attorney to draft her wll.

In the will, Phyllis appointed Mark as the executor, and she
bequeat hed her estate equally anong her children.

In addition to her will, Phyllis executed a declaration of
trust for the Phyllis D. Filer Revocable 1991 Trust (1991 Trust)
on Novenber 19, 1991. |In the 1991 Trust, Phyllis directed that
upon her death, the trust corpus be distributed equally anong the
chi | dren.

After Phyllis’s death and under the terns of the annuity,
Julie becane the successor owner of the annuity effective
Novenber 30, 2000.

Around January 2001, Mark, on Julie’s behal f, contacted
Anchor about the annuity. After Mark sent Anchor the death
certificate, Anchor sent a certified check for $27,641 payable to

Julie, individually, representing the |unp-sum cash surrender
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val ue of the annuity. Julie immedi ately endorsed the check and
di stributed one-third of such amobunt each to Mark, Paul, and
Hei di .

For the taxable year 2001, Anchor issued a Form 1099-R,
Di stributions From Pensions, Annuities, Retirenment or Profit-
Sharing Plans, |IRAs, Insurance Contracts, etc., reporting that
Julie received a gross distribution of $27,641 and a taxable
di stribution of $15, 936.

On their 2001 Federal incone tax return, petitioners did not
report any part of the $27,641 distribution. Respondent
determ ned that petitioners received gross inconme of $15,936 from
the surrender of the annuity. Respondent further determ ned that
petitioners are |liable for the accuracy-rel ated penalty under
section 6662(a) for a substantial understatenent of incone tax.

Petitioners tinely filed with the Court a petition
di sputing the determ ned deficiency as well as the accuracy-
rel ated penalty.
Di scussi on

CGenerally, the Comm ssioner’s determ nations are presuned
correct, and the taxpayer bears the burden of proving that those

determ nations are erroneous. Rule 142(a); Welch v. Helvering,

290 U. S. 111, 115 (1933). The burden of proof may shift to the
Commi ssi oner under section 7491 in certain circunstances.

Petitioners do not contend that section 7491(a) applies in this
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case. Consequently, we hold that petitioners have the burden of
proof as to any disputed factual issue. See Rule 142(a). Wth
respect to a taxpayer’'s liability for any penalty, however,
section 7491(c) places on the Comm ssioner the burden of
pr oducti on.

A. Anchor Distribution

Petitioners do not dispute that Julie received from Anchor a
check payable to her in the amobunt of $27,641, which check
represented the | unp-sum cash surrender value of the annuity.
Petitioners contend that Phyllis listed Julie as the successor
owner subject to an oral trust, with the intent and instruction
that Julie distribute the funds to the children upon Phyllis’s
death. Mreover, petitioners assert that Phyllis’s instruction
to Julie is consistent wwth the directives in her 1991 Trust and
wll that her estate be distributed equally anong the children.
Petitioners further assert that when Julie received the
distribution, she did not take any part of the distribution, but
conplied with Phyllis’s directive and divided the distribution
equal |y anong the children. Petitioners therefore contend that
the distribution should not be included in their gross incone.

Respondent, on the other hand, does not dispute that Julie
distributed the proceeds one-third each to Mark, Paul, and Heidi,
but contends that petitioners must include the distribution in

their gross inconme because Julie was entitled to the entire
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di stribution under the ternms of the annuity. On brief,
respondent further contends that Phyllis's oral statenment to
Julie did not create a trust.

Clearly, Phyllis’s nam ng of Julie as the successor owner of
the annuity constituted a nonprobate transfer of the annuity to
Julie. See Cal. Prob. Code sec. 5000 (West 1991). The question
thus presented is whether Julie received the distribution subject
to an oral trust to distribute the annuity proceeds to the
chil dren upon Phyllis’s death.

Under California law, it is well settled that a trust over
personal property may be created orally and established by parol
evidence. Cal. Prob. Code sec. 15207 (West 1991);° see Fahrney
v. Wlson, 4 Cal. Rept. 670, 672-673 (Dist. C. App. 1960). The
essential elenents of a trust, whether oral or witten, under
California law are: (1) A manifestation of an intention by the
settlor to create a trust; (2) a proper trust purpose; (3) trust
property; and (4) an identifiable beneficiary. Cal. Prob. Code
secs. 15201-15205 (West 1991). A trust may be created by the
“transfer of property by the owner, by will or by other

i nstrunment taking effect upon the death of the owner, to another

> As relevant herein, Cal. Prob. Code sec. 15207 (West
1991) provides: (a) An oral trust of property may be
established only by clear and convincing evidence; and (b) the
oral declaration of the settlor, standing alone, is not
sufficient evidence of the creation of a trust of personal

property.
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person as trustee.” Cal. Prob. Code sec. 15200(c) (West 1991).

Qur findings in this case are based in part on the testinony
of petitioners. Here, we found petitioners to be honest,
sincere, and credi ble w tnesses.

In the instant case, Phyllis designated Julie as the
successor owner of the annuity contract. Phyllis had a very
close relationship with Julie, which evidently reassured Phyllis
that, by nam ng Julie as the successor owner, Julie would ensure
that the annuity proceeds were distributed for the benefit of the
children consistent wwth Phyllis’s intent. At the tine that
Julie |l earned about Phyllis’s intent, Julie clearly understood
that the funds were for the benefit of the children. 1ndeed,
upon Phyllis’s death, Julie i mredi ately cashed the check from
Anchor and distributed the proceeds equally to the children. On
the basis of the record before us, we conclude that Phyllis
designated Julie as the successor owner pursuant to an oral trust
wherein Julie would distribute the annuity proceeds for the
benefit of the children.

Respondent contends, however, that Phyllis’s oral statenent
to Julie is not sufficient evidence of the creation of a trust.
We disagree. The California Law Revi sion Comm ssion Comrent to
California Probate Code section 15207(b) states that for purposes
of this section:

[the] delivery of personal property to another person
acconpani ed by an oral declaration by the transferor that
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the transferee holds it in trust for a beneficiary creates a
valid oral trust. Constructive delivery, such as by
earmar ki ng property or recording it in the nane of the
transferee, is also sufficient to conply with * * *
[California Probate Code section 15207(b)].
Here, Phyllis essentially “delivered” the trust property to Julie
when she naned Julie as the successor owner. Mreover, Phyllis
made an oral declaration to Julie instructing her to distribute
the annuity to the children upon Phyllis's death. Indeed, Julie
i mredi ately conplied with Phyllis's directive upon Phyllis’s
deat h.
Based on our conclusion that Julie received the distribution
in trust for the benefit of the children, we hold that Julie did
not receive the distribution in her personal capacity, and,

therefore, the distribution is not incone to her. See Healy v.

Commi ssioner, 345 U. S. 278, 282 (1953) (“[R]eceipts by a trustee

expressly for the benefit of another are not incone to the
trustee in his individual capacity, for he ‘has received nothing
* * * for his separate use and benefit’”.), quoting Eisner v.
Maconber, 252 U. S. 189, 211 (1920).

We now turn to whether any part of the distribution
constitutes incone to Mark. For tax purposes, anounts required
to be distributed to a beneficiary froma trust corpus are
i ncludable in the gross incone of the beneficiary. Sec. 662(a).
| ndeed, the beneficiaries of the oral trust were the three

children. As one of those beneficiaries, Mark received in his
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personal capacity one-third of the distribution. Thus,
petitioners, having filed a joint return, nust include one-third
of the distribution in their gross incone. See secs. 61(a)(9),
662(a). Therefore, such amount, | ess one-third of the
consideration paid for the contract, is includable in
petitioners’ gross incone.

B. Section 6662(a) Substantial Understatenmnent of | nconme Tax

The |l ast issue for decision is whether petitioners are
liable for an accuracy-rel ated penalty pursuant to section
6662(a) for the year in issue. As previously nentioned, section
7491(c) places on the Comm ssioner the burden of production with
respect to a taxpayer’s liability for any penalty.

Section 6662(a) inposes a penalty equal to 20 percent of any
under paynment of tax that is due to a substantial understatenent
of incone tax. See sec. 6662(a) and (b)(2). An individual
substantially understates his or her incone tax when the reported
tax is understated by the greater of 10 percent of the tax
required to be shown on the return or $5,000. Sec.
6662(d)(1)(A). Tax is not understated to the extent that the
treatnent of the itemis (1) based on substantial authority, or
(2) relevant facts are adequately disclosed in the return or in a
statenent attached to the return, and there is a reasonabl e basis
for the tax treatnent of such itemby the taxpayer. Sec.

6662(d) (2)(B).
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Mor eover, the accuracy-related penalty does not apply with

respect to any portion of an underpaynent if it is shown that

t here was reasonabl e cause for the underpaynent and the taxpayer

acted in good faith with respect to the underpaynent. Sec.

6664(c); sec. 1.6664-4(b), Incone Tax Regs.; see United States V.

Boyle, 469 U S. 241, 242 (1985). The determ nation of whether a
t axpayer acted with reasonable cause and in good faith is nmade on
a case-by-case basis, taking into account all the pertinent facts
and circunstances. Sec. 1.6664-4(b)(1), Inconme Tax Regs. The
nost inportant factor is the extent of a taxpayer’s effort to
assess the taxpayer’'s proper tax liability for such year. I|d.

Based on our holding on the first issue as well as
respondent’s concessi on, see supra note 2, we hold that
respondent did not satisfy the burden of production under section
7491(c) because petitioners did not substantially understate the
incone tax on their return. Sec. 6662(d)(1)(A); Hi gbee v.

Comm ssioner, 116 T.C 438, 442 (2001). Accordingly, we hold for

petitioners on this issue.
Concl usi on

We have considered all of the other argunments nade by the
parties, and, to the extent that we have not specifically
addressed them we conclude that they are without nerit.

Revi ewed and adopted as the report of the Small Tax Case

Di vi si on.
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To reflect our disposition of the disputed issues, as well

as the parties’ concessions,

Deci sion will be entered

under Rul e 155.




